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SUBJECT: Manufacturer's Investnent Credit/Extend To Agricul tural Commodities

SUMVARY

This bill would include activities related to the packagi ng, cold storage or
preparing of agricultural commodities under the definitions of “qualified
taxpayer” and “qualified property” in the Manufacturers’ Investment Credit (MCQ).
This bill also would extend the carryover period for any unused credit resulting
fromagricultural commodities activities.

This bill also woul d make changes to the sales tax exenption for the same cl ass
of taxpayers, which does not inpact the department’s prograns and operations.

EFFECTI VE DATE

As a tax levy, this bill would becone effective imediately and would apply to
taxabl e or incone years beginning on or after January 1, 1999.

LEG SLATI VE H STORY

SB 671 (Stats. 1993, Ch. 881); SB 676 (Stats. 1994, Ch. 748); SB 38 (Stats. 1996,
Ch 954.); SB 1106 (Stats. 1997, Ch. 604); AB 2798 (Stats. 1998, Ch. 323); AB 138
(1997/1998); AB 473 (1999/2000); AB 765 (1999/2000); SB 1075 (1999/2000).

SPECI FI C FI NDI NGS

Exi sting state and federal |aws generally allow a depreciation deduction for the
obsol escence or wear and tear of property used in a business or investnent
property. The property nust have a limted, useful life of nore than one year
and i ncl udes equi pnent, machinery, vehicles and buil di ngs but excludes | and.
Property is assigned to specific classifications related to the nunber of years
of its useful life. The property then may be depreciated over the nunber of
years of its useful life (recovery period).

Exi sting state and federal |laws allow a taxpayer to deduct expenses paid or
incurred in the ordinary course of a taxpayer’s business.

Exi sting state | aw all ows taxpayers to use various credits agai nst tax such as
the MC. The MC allows qualified taxpayers a credit equal to 6% of the anount
paid or incurred after January 1, 1994, for qualified property that is placed in
service in California.
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For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual .
Qualified property is any of the foll ow ng:

1) Tangi bl e personal property that is defined in Section 1245(a) of the
Internal Revenue Code (I RC) and used primarily:

for manufacturing, processing, refining, fabricating or recycling of
property;

for research and devel opnent;

for the mai ntenance, repair, measurenent, or testing of otherw se
qual i fied property; or

for pollution control which neets or exceeds state or |oca

st andar ds.

2) The value of any capitalized |abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow

3) Special purpose buildings and foundations that are an integral part of
manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perform ng manufacturing activities described in specific codes relating to
comput er, accounting, and office machines, electronic equi prent and
accessories, biotech or biopharnmaceutical activities, sem conductor

equi pment manufacturing activities and certain aerospace manufacturing
activities.

For taxpayers engaged in conputer progranm ng and conputer software rel ated
activities, qualified property includes (1) conputers and conputer periphera

equi pment used in those businesses primarily for the devel opnent and manufacture
of prepackaged software or customsoftware prepared to the special order of the
pur chaser who uses the programto produce and sell or l|icense copies of the
program as prepackaged software, and (2) the value of any capitalized | abor costs
directly allocable to the construction or nodification of such property.

The M C explicitly excludes certain types of property fromthe definition of
qual i fied property, including equipnent used in the extraction process,
furniture, facilities used for warehousing purposes after conpletion of the
manuf act uri ng process, inventory, equipnment used to store finished products that
have conpl eted the manufacturing process, and tangi bl e personal property used in
adm ni stration, general nmnanagenent, or marketing.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract and | eased property. The credit may be carried over until exhausted,
for a maxi mum of eight years. For small businesses, this carryover period is
extended to ten years. The taxpayer nust recapture any credit previously all owed
if the property is renoved from California, disposed of to an unrelated party or
converted to an unauthorized use within one year fromthe date the property is
first placed in service in California.

The M C wi |l becone inoperative on January 1, 2001, or on the January 1 of the
earliest year after 2001 if the total enploynent in manufacturing in this state
does not exceed by 100,000 jobs the total enploynent in manufacturing in this
state on January 1, 1994.
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The Enpl oynment Devel opnent Department (EDD) is required to report to the
Legi sl ature annually on this determ nation

Certain “new busi nesses” (as defined) may claiman exenption fromsal es and use
tax instead of this tax credit. The existing sales and use tax |law also allows a
taxpayer to claima refund for the sales or use tax that was paid on the purchase
of qualified property rather than claimng the MC.

This bill would add SIC codes 0111 to 0291, inclusive, and SIC code 0724 to the
definitions of “qualified taxpayer” and “qualified property” in the MC. In the
“qualified property” definition, the SIC codes woul d be added as well as an
activity test describing any property used in the packagi ng, cold storage, or
preparing of agricultural cormmodities. This bill also nodifies the |anguage
excluding certain types of property fromqualifying for the credit.

This bill would define “agricultural conmmodities” as the products of California
farnms and ranches and itens processed fromthese products, forest products,
aquacul tural products, and fish and fish products produced in California and
livestock fed in feedlots |ocated in California.

This bill would define “preparing” as those activities which, after an
agricultural commodity has been grown and harvested, are required in order to
make the agricultural commodity ready for nmanufacturing, processing, or wholesale
or retail sale.

This bill would define “tangi bl e personal property that is primarily used in
connection with the cold storage of agricultural commobdities” as the specific
capital equipnment used for refrigeration, including, but not limted to,
conmpressors, punps, fans, heat exchangers, and rel ated machi nery specifically
related to the refrigeration process. The termwould include the refrigeration
equi pnment in or outside the cold storage building that is purchased as a
functioning unit to cool the building, but it would not include the cold storage
building itself or any nodification, such as insulation, wall coverings, or

pl umbi ng, nade to the cold storage buil ding.

This bill would all ow an extended carryover period of unused credits for
taxpayers in SIC codes 0111 to 0291, inclusive and SIC code 0724. For these

t axpayers, the carryover period would be 11 years, rather than 8 years. For

t hese taxpayers that also qualify as small businesses, the carryover period woul d
be 16 years, rather than 10 years.

This bill specifies that the changes would apply to taxable and incone years
begi nning on or after January 1, 1999, and before January 1, 2005, regardl ess of
whet her the existing increase in enploynment standard nakes the M C inoperative
prior to that date.

For a nore conprehensive |list of the establishnents included in these SIC codes,
pl ease see Attachment A

Legal Consi deration

This bill would provide a credit for property used in connection with the
packagi ng, cold storage or preparing of specified agricultural products of
California farms and ranches.
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Thus, the bill would allow a credit for equipnent used in connection with
commodi ties produced in California, but would not provide a credit if the
same activity occurs with regard to agricultural comopdities produced
outside of California. The effect of that distinction is to discrimnate in
favor of a local econony, which is Iikely an unconstitutional distinction
under the U. S Commerce Clause. |If the author intends to limt the credit
for activities in California, this issue could be resolved by limting the
credit to property used in California. Departnment staff is available to
assi st the author with any necessary anmendnents.

Pol i cy Consi derati ons

This bill would allow the qualified taxpayers involved in agricultural
commodi ties activities to claimthe credit based on costs incurred in
storing the coomodities. This would establish a precedent for the MC as no
ot her taxpayers are allowed the MC with respect to storage costs.

| npl ement ati on Consi derati ons

This bill would raise the follow ng i npl enentati on consi derations.
Departnent staff is available to assist the author with any necessary
amendnent s.

The definition of "tangi ble personal property that is primarily used in
connection with the cold storage of agricultural comobdities” conflicts
with the general definition of |IRC Section 1245(a)(3)(A) property used in
the definition of qualified property for taxpayers engaged in
agricultural commodities. It appears that “tangi ble personal property
that is primarily used in connection with the cold storage of

agricultural commodities” is an activity test and not a definition of
property. Cear definitions and activity tests would avoi d disputes

bet ween taxpayers and the departnent.

This bill would extend the carryover period for unused credits for

t axpayers engaged in specified agricultural activities. This may cause
confusion for all other qualified taxpayers and may result in disputes
bet ween t hose taxpayers and the departnent.

Techni cal Consi der ati ons

Amendment 1 woul d change “taxable” to “income.”
Amendnment 2 woul d capitalize the beginning of a sentence.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.
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Tax Revenue Esti mate

Revenue | osses fromthis proposal are estimated to be as shown bel ow

Estimated PI T and B&CT Revenue Losses
($ MIlions)
Ef fective 1/1/99 Assuned Enacted after 7/1/99

1999- 00 2000-01 2001-02
$(4) $(6) $(7)

This estimate does not account for potential changes in enpl oynent, persona
i ncone, or gross state product that mght result fromthis nmeasure. This
estimate does not include changes in sales and use tax revenue that could
result fromthis bill.

Tax Revenue Di scussi on

Qualified capital expenditures are estinmated from depreciation reported by a
1993 California farmsurvey conducted by the United States Departnent of
Agricul ture, Econom c Research Service. The qualified capital expenditure
for 1993 was grow to 1999 expenditures by using California Departnent of

Fi nance's forecasts of investnment growh in machi nery and equi pment for

1999. This nunber was factored down using a ratio of qualified activity to
overall agricultural activities to identify the qualified property under
this bill. This yields an estinmated 1999 base amount of $180 million
Applying the 6% tax credit to the base amount yields $10.7 mllion of which
$4 million to be used to reduce tax credits in the first year.

SB 818 is identical to AB 138 of 1997, but the first year difference is due
to incorporating recent findings on the timng of manufacturing investnent
credits clained by taxpayers as well as changes in growth factor. Once the
number for 1999 is derived, the nunbers for 2000, 2001, and 2002 were
simlarly derived. The estimated PIT and B&C revenue | osses were then

cal cul ated and extended to 1999-00, 2000-01, and 2001-02.

POSI T1 ON

Pendi ng.



Attachment A
Standard I ndustrial d assificati on Codes 0111 to 0762

MAJOR GROUP 01. AGRI CULTURAL PRODUCTI ON- - CROPS

011 CASH GRAI NS

0111 \Wheat

0112 Rice

0115 Corn

0116 Soybean

0119 Cash Grains, Not El sewhere C assified

013 FI ELD GRAI NS, EXCEPT CASH GRAI NS

0131 Cotton

0132 Tobacco

0133 Sugarcane and Sugar Beets

0134 Irish Potatoes

0139 Field Crops, Except Cash Grains, Not El sewhere Cassified
016  VEGETABLES AND MELONS

0161 Veget abl es and Mel ons

017 FRU TS AND TREE NUTS

0171 Berry Crops

0171 G apes

0173 Tree Nuts

0174 Citrus Fruits

0175 Deciduous Tree Fruits

0179 Fruits and Tree Nuts, Not El sewhere O assified
018 HORTI CULTURAL SERVI CES

0181 Ornamental Floriculture and Nursery Products
0182 Food Crops G own Under Cover

019 GENERAL FARMS, PRI MARILY CROP

0191 Ceneral Farns, Primarily Crop

MAJOR GROUP 02. AGRI CULTURAL PRODUCTI ONS- - LI VESTOCK AND ANI MAL SPECI ALTI ES
021 LI VESTOCK, EXCEPT DAI RY AND PCQULTRY

0211 Beef Cattle Feedlots

0212 Beef Cattle, Except Feedl ots

0213 Hogs

0214 Sheep and Coats

0219 Ceneral Livestock, Except Dairy and Poultry

024 DAl RY FARMVS

0241 Dairy Farns

025 POULTRY AND EGGS

0251 Broiler, Fryer, and Roaster Chickens

0252 Chi cken Eggs

0253 Turkey and Turkey Eggs

0254 Poultry Hatcheries

0259 Poultry and Eggs, Not El sewhere Cl assified

027  ANIMAL SPECI ALTI ES

0271 Fur-Bearing Aninmals and Rabbits

0272 Horses and O her Equi nes

0273 Ani mal Aquacul ture

0279 Aninmal Specialties, Not El sewhere Cassified

029 GENERAL FARMS, PRI MARILY LI VESTOCK AND ANI MAL SPECI ALTI ES
0291 Ceneral Farns, Primarily Livestock and Ani mal Specialties

MAJOR GROUP 07. AGRI CULTURAL SERVI CES
072  CROP SERVI CES
0724 Cotton G nning
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FRANCH SE TAX BOARD S
PROPCSED AMENDIVENTS TO SB 818
As I ntroduced February 25, 1999
AVENDIVENT 1
On page 27, line 28, strikeout “taxable” and insert:
i ncone

AMENDMENT 2

On page 39, line 4 and line 8, capitalize “except.”



